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1.1 Background of the Study
Development in the poor countries of the World, most of them in Sub-Saharan Africa (SSA), has slowed down (Bhinda and Martin 2009). Although GDP growth in SSA increased to 4.5% in 2014 from 4.2% in 2013 due to continuing infrastructure investment, increased agricultural production and services, it is weaker than the peak average rate of 6.4% during 2002-2010 (WB-Group, 2015).  In the past five decades these countries have not been able to grow fast or long enough to lift most of their people permanently out of poverty (OECD 2002; Action Aid 2009; Bhinda and Martin 2009). 

There are many reasons for this, including poor governance and corruption, poor infrastructure, poor resource utilization, un-ending conflicts and poor growth policies that are poorly understood by both local governments and international development institutions such as the International Monetary fund (IMF) and the World Bank (WB) (Addae-Korankye, 2014; SIDA, 2005;). Another important reason is the breadth of poverty itself (Okojie and Shimeles, 2006; UNDP 2006). There isn’t enough money to invest in large public projects and, such as roads, clinics, schools, water and sanitation, power, and telecommunications (UNDP, 2006; OECD 2006). 

Not only that but also, there isn’t enough money or know-how to invest in private business projects, such as natural resource extraction or new and non-traditional manufacturing and services (Action Aid, 2009). In most SSA economies, domestic private investment has proven to be insufficient in giving the economy the required boost to enable it meet its growth target because of the mismatch between their capital requirements and saving capacity (Schmidt and Culpeper 2003; Wangwe et al. 2005; Farah, 2009; Ogundipe et al. 2014). 

Foreign private investment, thus, augments domestic resources to enable the country carry out effectively her development programmes and raise the standard of living of her people. Though Foreign Private Investment which is also known as Foreign Private Capital Inflow (FPCI) is made up of Foreign Direct Investment (FDI) and Foreign Portfolio Investment (FPI) land net government transfers such as official development assistance (ODA) and commercial Loans (Schmidt and Culpeper 2003; Tanzania Investment Report, 2012) but FDI is often preferred as a means of boosting the economy (Schmidt and Culpeper 2003; UNCTAD 2010; Asiedu, 2004). This is because FDI disseminates advanced technological and managerial practices through the host country and thereby exhibits greater positive externalities compared with FPI, which may not involve positive transfers, just being a change in ownership (Gorg and Greenaway, 20004; Asiedu, 2004).

In addition, available data suggest that FDI flows tend to be more stable compared to FPI (OECD 2002; Salvatore 2007). This is because of the liquidity of FPI and the short time horizon associated with such investments (OECD 2002). Also, FDI inflows can be less affected by change in national exchange rates as compared to FPI (Honohan and Klingebiel 2000, Kimmis 2008). However, a balanced combination of the two, taking into consideration the unique characteristics of the recipient economy will bring about the required effects on the economy.
The benefits of foreign private investment include transfer of technology, higher productivity, higher incomes, more revenue for government through taxes, enhancement of balance of payments ability, employment generation, diversification of the industrial base and expansion, modernization and development of related industries (Schmidt and Culpeper, 2003; Kamara 2013). In details, Feldstein (2000) explained the advantages of FPI as follows; first, international flows of capital reduce the risk faced by owners of capital by allowing them to diversify their lending and investment. Second, the global integration of capital markets can contribute to the spread of best practices in corporate governance, accounting rules, legal traditions and marketing strategies.

Additionally, on the third reckon, Feldstein said that the global mobility of capital limits the ability of governments to pursue bad policies in both domestic economic matters as well as in international economic issues. The fourth advantage, foreign investment through FDI allows for the transfer technology – particularly in the form of new varieties of capital inputs – that cannot be achieved through financial investments or trade in goods and services. Fifth, foreign investment through FDI can also promote competition in the domestic input market. Sixth, recipients of FDI often gain employee training in the course of operating the new businesses, which contributes to human development in the host country.

On the other hand, the opinions against FPI are that it may cause capital flight which may lead to net capital outflow and thus starting place of balance of payment difficulties; it also creates income distribution problems when it competes with home investment. Foreign investments may also actually be capital intensive, which may not fit in the factor proportions of the recipient country especially when a country wants or favours labour intensive investments at that particular period of time in order to reduce unemployment in economy (Feldstein, 2002).

1.1.1	Global Foreign Private Capital Inflow Trends
Since the 1980s, flows of foreign private investment have increased dramatically over the World (Jayaratnam, 2003). The World Investment Report (WIR, 2013), shows that the global FPCI flows declined by 38.1 percent to USD 2,366.3 billion in 2009 compared to the amount recorded in 2008 following the global financial crisis. Afterwards the flows rose to USD 2,913.5. The good performance in FPCI flows in 2011 was experienced across all major economic groupings, namely advanced; developing and transition a record USD 684 billion. Flows to transition economies grew at a much higher rate of 25 percent reaching USD 92 billion during the period. 

The recent recovery in FPCI inflows in developed economies is a response to the measures adopted such as restructuring of the banking industry that resulted in divestment of foreign assets as well as generation of new FPCIs as assets changed hands among major players. World investments report (2014) shows that after the 2012 slump, global FPCI returned to growth, with inflows rising more than 9 per cent in 2013, to $1.45 trillion. UNCTAD projects that FPCI flows could rise to $1.6 trillion in 2014, $1.7 trillion in 2015 and $1.8 trillion in 2016, with relatively larger increases in developed countries.








Source: World Investment Report, 2013 and UN/DESA based on IMF economic outlook database, October, 2014.

Flows to developed economies increased by 21 percent during the year reaching USD 748billion, while in the developing economies the flows increased by 11 percent, reaching 1.0 trillion in 2010, representing a quarter of global GDP. However, FPCI flows to Africa, West Asia, least developed countries, landlocked developing countries and small- island developing states all declined during the period, largely due to perceived risks and regulatory uncertainty in a fragile world economy. At the same time, growth in FPCI inflows was remarkable in major emerging regions, such as East and South – East Asia and Latin America (WIR, 2012; UN/DESA, 2014).

1.1.2	Trend of Foreign Private Capital Inflow in Developing Countries
According to World investment reports (2001; 2011; 2012 and 2014), 1995 to 2013, data of total FPCI to developing countries show an increase of almost fivefold with much of the increase taking place in the period 2002-2007 which was by the way also the commodity price boom period. Foreign Private Capital Inflows increased from $184 billion in 2002 to $929 billion in 2007, which is an increase of 404 percent in just six years. As the financial crisis of 2008-2009 began to unfold, these flows fell by 26 percent between 2007 and 2008. Foreign Private Capital Flows began to recover slowly, increasing by 7 percent in 2009 from $686 billion in 2008 to $737 billion in 2009. 

In terms of composition, FDI increased fourfold to a cumulative increase of 395 percent and was the most important investment channel throughout the period. Between 1995 and 2003, FDI increased from $111 billion to $182 billion, soaring thereafter to reach $704 billion in 2007. The growth in FDI slowed significantly in 2008 due to the global crisis and 2009 saw a 28 percent decline in FDI inflows. On the other hand, foreign portfolio investment comprised the smallest share of FPCF throughout this period and these flows were significantly more volatile than FDI. After a brief rise from $33 billion in 1995 to $120 billion 1997, FPI collapsed on the heels of the Asia financial crisis to reach just $5 billion by 2001. 

However, reports show that by 2007, FPI had rebounded, reaching $225 billion, which is a 44-fold increase. As the most recent crisis spread out, FPI crashed and, by 2008, registered a reversal of investments of $80 billion. In 2009, FPI spring up back to $188 billion. Low return on assets and slow economic growth in advanced economies led to the strong and fast rebound in equity FPI inflows to developing economies. Moreover, data shows that the inflows of FDI by region indicate that the Commonwealth of Independent States (CIS), ‘an alliance made up of states that had been Soviet Socialist Republics in the Soviet Union prior its dissolution in December 1991’, region benefited most from the surge in inflows during the period 1995-2009. 

FDI inflows to the CIS grew by 1,620 percent in 15 years increasing from $4.1 billion in 1995 to $69.9 billion in 2009. Africa followed with a growth rate of 936 percent, with FDI inflows rising from $5.7 billion in 1995 to $58.6 billion in 2009. The share of Africa’s FDI in total inflows to developing economies for the past three years was 7.8 percent on average. The inflows to the region declined from USD 52.6 billion in 2009 to USD 43.1 billion in 2010 and to USD 42.7 in 2011. Nevertheless, it is depicted that the inflows to sub-Saharan Africa recovered from USD 29.5 billion in 2010 to USD 36.9 billion in 2011 (Tanzania Investment Report, 2012). 

For Latin America and the Caribbean, FDI inflows grew more slowly (295 percent), increasing from $29.5 billion in 1995 to $116.6 billion in 2009. FDI inflows to Asia grew by 276 percent from $80.1 billion in 1995 to $301.4 billion in 2009. The Pacific Islands had the slowest rate of FDI growth (170 percent) during the period, rising from $0.7 billion in 1995 to $1.9 billion in 2009. Regardless of the differential in growth rates during the period, as of 2009, Asia is the biggest recipient by receiving 55 percent of all FDI inflows to developing countries. Latin America and the Caribbean was the second biggest recipient (21 percent), followed by the CIS (13 percent), Africa (11 percent) and the Pacific Islands (0.3 percent). However, despite the increased flow of investment to developing countries, in particular SSA countries are still characterized by low per capita income, high unemployment rates and low and falling growth rates of GDP, problems which foreign private investments are theoretically supposed to solve(Farah, 2009; Ogundipe et al. 2014; WB-Group, 2015).

1.1.3	Trend of Foreign Private Capital Inflows to Tanzania
The World Investment Report, 2015 which was officially launched on 24th June, 2015 has indicated that the stock of foreign investments rose at an annual average rate of 14.5% into Tanzania. For example, the FDI continued to dominate foreign private investment inflows accounting for $ 2,142 million in 2014 compared to its peak of $ 2,131 million in 2013 (TIC Report, 2014). This amount is significantly higher than the very low level of $ 640 million that flowed into the country between 2005 – 2007.  

It is important to note that the main source of capital inflows to Tanzania is the developed and emerging economies, which were significantly impacted by the financial crisis. However, governments in these countries took several actions including encouraging policy measures such as extending loans to the private sector; re-instituting stringent regulatory and supervisory measures on the banking systems; and reinforcing oversight on the financial and capital markets (Schmidt and Culpeper 2003). The gradual recovery of the global economy associated with these measures and new investment opportunities in natural gas are likely to attract more capital inflows to Tanzania. Despite the cyclical nature of the flows, the stock of foreign private capital increased consistently to USD 10,393.2 million in 2011 (see table 1.2). FDI and other investments are projected to raise further in line with the recovery trends of the global capital flows.

Table 1.2: Tanzania’s Capital Flows 2008 – 2014 (USD Million)
Type of investment	2008	2009	2010	2011	2012	2013	2014
Foreign Private Capital Flow	1555.5	1023.4	1812.5	1330.0	1,109	1,404	1,752
Foreign Direct Investment	1383.3	952.6	1813.3	1229.4	1,799.6	2,087	2,049
Foreign Portfolio Investment	0.2	0.4	-0.1	0.7	-5.6	 1.7	5.6
Other investments	172.0	70.4	-0.7	99.9	72.3	96.3	91
Source: Bank of Tanzania (Tanzania Investment Report, 2015).
Foreign private capital inflows to Tanzania dropped by 34.2 percent to USD 1,023.4 million in 2009 but rebounded to USD 1,812.5 million in 2010. The decrease in 2009 is attributable to the adverse effects of the world-wide financial crisis that destabilized the financial arrangement of Multinational Corporations (MNCs) plummeting their capacity to expand investments globally.  FDI inflows to the country fell again in 2011 even though by a smaller magnitude, consistent with the slowdown in economic growth that year (Table 1.2). Other investments that include borrowing from unrelated sources declined sharply from USD 172.0 million in 2008 to USD -0.7 million in 2010 before recovering to USD 99.9 million in 2011. 

Portfolio investment begun by increasing from USD 0.2 million in 2008 to USD 0.4million in 2009, then declined to USD -0.1 million in 2010 before rising to USD 0.7 million in 2011. The government of Tanzania cognizant of development opportunities associated with foreign private capital inflows has since the mid 1980s made efforts to attract foreign investment. Efforts in this regard include economic liberalization and institutional reforms, including the formulation of a new investment policy and investment code in 1990, and its revision in 1997. 

The formulation or revision of a number of sector-specific policies, including mining and tourism policies further shows the commitment of the Government in creating conducive environments to attract foreign private capital (Schmidt and Culpeper 2003; Bank of Tanzania, 2013). As a result, foreign private capital inflows increased from USD 12 million in 1992 to about USD 183.0 million in 1999, representing more than 15 times increase in 7 years (Tanzania Investment Report, 2001). 
Despite all efforts and an increase in PFCF in Tanzania, yet the economy does not realise its full potential of increasing GDP growth rate to the expected 10% or more, instead the economy records about 4-7% increase in GDP in past 15 years (NBS reports 2001-2015). Hence, against this background, this proposed study will focus on analyzing the direction and significance of the effect of Private Capital Inflow in GDP Growth of the Tanzania Economy.

1.2	Problem Statement and Justification
While the belief that Foreign Private Capital Inflow promotes economic growth is reasonable, it has been difficult to verify. Despite the increased inflow of foreign private investments to Tanzania, still the country is characterized by low GDP per-capita, high unemployment rates and low and stagnating growth rates of GDP, deficiencies which foreign private investments are theoretically supposed to rectify. To correct the situation, Tanzanian government has been putting efforts in liberalising her economy and institutional reforms, which include the formulation of a new investment policy and revision of different policies those, will help attract foreign investors.  

Tanzania recorded a gross capital formation of 21.7, 1.0, 4.4 and 7.0 as a proportion of GDP in the year of 2011, 2012, 2013 and 2014 respectively, which still too low relative to its desired role of fostering economic growth at the levels that are adequate for sustainable per capita income growth (World Bank, 2015). Due to its importance in the development and economic growth of a country, foreign private capital inflow is extensively researched in Tanzania by individual researchers and different government agencies. 

The notable Bank of Tanzania (BoT), National Bureau of Statistics (NBS) and Tanzania Investment Centre (TIC) (2004) reported a positive and significant effect of foreign private Capital inflow on firm’s productivity in Tanzanian agro allied sector. Again, BOT, NBS and TIC in 2009, investigated the effect of Foreign Private Capital inflow on economic growth in Tanzania and found that foreign private Capital inflow had significant impact on economic growth. However, Ngowi (2011) found that foreign private Capital inflow impacted the economic growth positively though the coefficient was insignificant.

Similarly, Kaira and Ogolen (1993) showed that foreign private capital has small, and not a statistically significant relationship with economic growth. On the other hand, Wangwe et al., (2005) questioned the integrity of foreign private Capital inflow in achieving national development goals. It is with these varying literatures on empirical analysis of Private capital inflows and Economic Growth, and lack of clear evidence that the researchers of this study found it necessary to carry out a research on this top. The motivation for this study is, therefore to fill this knowledge gap by empirically investigating the response of economic growth to Private capital inflows.

1.3	Research Objectives and Hypothesis
1.3.1	Main Objective
The general objective of the study was to analyse the direction and significance of the effect of Private capital inflows on Economic Growth in Tanzania.
1.3.2	Specific Objectives
The study guided by the following specific objectives: -
i.	To determine the effect of Private capital inflows on economic growth in Tanzania
ii.	To determine the effect of net export on economic growth in Tanzania
iii.	To evaluate if gross fixed capital formation influences the GDP growth in Tanzania 
iv.	To conduct in-depth investigation whether the exchange rate affect the growth of the economic growth in Tanzania


1.3.3   Hypothesis 
This study tested the following hypotheses
i.	Exchange rate and economic growth performance have positive relationship
ii.	Export and GDP growth performance have positive and significant relationship
iii.	Gross fixed capital formation influences the GDP growth in Tanzania positively 
iv.	Private Capital Inflows and economic growth performance has a positive relationship

1.4 Significance of the Study






Both domestic private investment and foreign direct investment are the major components of private investment. Domestic private investment in developing countries and particularly in sub – Saharan Africa is characterized by predominance of small and Micro enterprises (SMEs), which mostly exploit cheap labour and supply low technology goods and services in the market. One of the main reasons domestic private investment exists in rudimentary forms in developing countries is due to existence of only a few large-scale firms in these countries owing to limited capital, inter alia (TIC, 2008). 

For a number of years in the recent past, Tanzania has maintained private investment growth, especially the foreign private capital inflow due to implementation of favourable policies for the private sector industries (Mnali, 2008). However, the level of domestic private investment still remains a big challenge as regards low level of domestic savings rate, and this amid lack of collaterals needed to access loans from different financial institutions. The contribution of FPCF to the economy has been debated extensively over the years. This debate covers both the developed and developing economies. However, a lot more focus has been put into the study of FDI since it is seen to have a larger impact on the economy. 

In the developed World, it is agreed that foreign private investment generally play a positive role in the economy, although it varies from county to country and depends on country characteristics, policy environment and sectors. However, this proposed study puts more focus on FDI, FPI and official aid as the general FPCF level in Tanzania.

2.2	Definition of Terms
2.2.1	Meaning of Private Foreign Capital Investment
Over the past years, foreign investment has grown at a significantly more rapid pace than   either international trade or world economic production generally (Nyamrunda, 2012).International investment or capital flows fall into four principal categories: Commercial loans, Official flows, foreign direct investment (FDI), and foreign portfolio investment (FPI) (Rutaihwa and Simwela, 2012). The foreign direct investment pertains to international investment in which the investor obtains a lasting interest in an enterprise in another country (Buckley 2000; Moosa, 2002). Most concretely, it may take the form of buying or constructing a factory in a foreign country or adding improvements to such a facility, in the form of property, plants, or equipment (Makola, 2003; Charles, 2008). The accepted threshold for a foreign direct investment relationship, as defined by the OECD, is 10% (OECD, 2013). 

Whereas, foreign portfolio investment (FPI), on the other hand is a category of investment instruments that is more easily traded, may be less permanent, and do not represent a controlling stake in an enterprise. These include investments via equity instruments (stocks) or debt (bonds) of a foreign enterprise which does not necessarily represent a long-term interest. Therefore, FDI differs from portfolio investment where a stake is taken in an overseas business without operational control, but with the view to acquiring an investment income stream through dividends, capital gains and so on (Mahiti, 2012). Moreover, commercial loans are all kinds of bank loans issued to foreign businesses or governments while official flows refer to the generally forms of development assistance that developed nations, give to developing ones (Rutaihwa and Simwela, 2012).

2.2.2	Gross Domestic Product 
The Gross Domestic Product (GDP) measures the monetary value of final goods and services; that is, those that are bought by final user – produced in a country in a given period of time, say a quarter or a year. It counts all of the output generated within the borders of a country. GDP is composed of goods and services produced for sale in the market and also include some non-market production, such as defense or education services provided by the government (Tim Callen, 2012). Not all productive activity is included in GDP. For example, unpaid work (such as that performed in the home or by volunteers) and black-market activities are not included because they are difficult to measure and value accurately. 

Net export growth: Net export refers to the value of a country’s total exports minus the value of its total imports. It is used to calculate a country’s aggregate expenditures, or GDP, in an open economy. In other words, net exports equal the amount by which foreign spending on a home country’s goods and services exceeds the home country’s spending on foreign goods and services (Bob Murphy, 2016).

2.2.4	Gross Fixed Capital Formation
Fixed Capita formation is a flow value. It is measured by the total value of a producer’s acquisitions, less disposal of fixed assets during the accounting periods plus certain additions to the value of non-produced assets (such as subsoil assets or major improvements in the quantity, quality or productivity of land) realised by the productive activity of institutional unity. In this way Gross fixed capital formation (GFCF) is a measure of gross net investment (acquisition of less disposals) in fixed capital assets by enterprises, government and households within the domestic economy, during an accounting period such as a quarter or year (Schmalwasser, O. and Schidlowski, M. 2006).

2.3 Theoretical Literature Review
From the substantial literature on private foreign capital flow, no direct and strong theoretical foundation exists. However, a number of economic growth theories discuss some aspects relating to PFCF. Its discussion touches organizational and behavioural aspects of investing entities and the institutional considerations of the receiving or hosting countries (Abala, 2014; Mahiti, 2012). This concept links county’s economic growth with industrialization and internationalization of production. This internationalization of production activities lead to the setting up of offshore production plants through FDI and other international investments such as international portfolio (Rose and Mwega, 2006; Kinuthia 2010). Two growth theories are discussed in relation to the proposed study. The first is neo-classical theory and new economic growth theory.

2.3.1	Neo-Classical Theory of Economic Growth	
The neo-classical theory of economic growth suggests that increasing capital leads to diminishing returns. Therefore, increasing capital has only a temporary and limited impact on increasing the economic growth. As capital increases the economy maintains its steady state rate of economic growth. Basically, this theory suggests that in order to increase the growth it is necessary to increase labour productivity, the size of the workforce and improve technology (Tobin, 1969 and Hall and Jorgenson, 1967). However, developing countries capital is ot enough to lift the country out of poverty (Girma et al, 2005). 

As a result, FPCF emerged as the most important source of capital to developing countries (Kumar and Pardhan, 2001 and Yasin, 2005) and it has been a very influential instrument in economic development by enabling these countries to build up physical capital, create employment opportunities, develop both capital and labour productive capacity, improve exports and increased pace of transfer of technology and help integrate the domestic economy with the global economy (Girma et al, 2005, and Kneller et, al 2004). 

Foreign private capital investment has Hall and Jorgenson (1967) provide a neo-classical approach to capital investment, showing that the optimal stock of capital is a function of output level, rate of depreciation and user cost of capital within a symmetric information market where investors are indifferent in undertaking different investment projects. The neo-classical theory puts it clear that optimal capital stock depends on the price of capital goods and real interest rate. It is important to note that interest rate works from two dimensions, as cost of funds (deposit rate – which is relevant to lenders deposits mobilization) and as cost of loans (lending rate – which is relevant to borrowers credit access). Tanzania in particular can be reflected on this argument since there has been impression over time that the margin between these rates is substantial, that lending rates are too high (discouraging borrowers from credit financing) and deposit rates are too low (discouraging savers from keeping deposits in financial institutions).

According to Tobin (1969), in market where capital valuation can be done fairly (i.e. where stock market is doing well) optimal capital stock can be determined by the market value of capital stock relative to its replacement cost. When the ratio of market value to replacement cost is high, it implies that a firm will expand/acquire more capital/investment. This is one of the neo-classical theories of investment, which is referred to as q-theory. There is substance in the postulation of this theory although it can be empirically limited in a situation like Tanzania where capital market is still at its infant stage and thus it may be difficult for firm to precisely approximate average market value of capital.

2.3.2	New Economic Growth Theories 
In modern economics, there have emerged a good number of theorists who have attempted to attribute investment outcomes to internal conditions in the perspective of endogenous growth theory. Related to the same view, human capital and labour force are regarded as important ingredients of the economy’s total stock and as complimenting factors to productivity of physical capital. Because performance of any macroeconomic variable is usually ascribed to integration of several factors, and that investment process should generally be guided and coordinated. Political regimes and policy environment are also considered relevant when one evaluates investment outcomes (Romer, 1986; Rodrik, 1991). Regarding these arguments, Tanzania is not an exception since the background of investment trend of the country reflects different pictures across political regimes and policy environments.
The new economic theories put greater importance on the need for governments to actively encourage technological innovation. Place emphasis on increasing both capital and labour productivity. Moreover, the theories argue that increasing labour productivity does not have diminishing returns, but, may have increasing returns. Also, they argue that increasing capital does not necessarily lead to diminishing returns as Solow predicts in neo-classical theory. They say economic growth depends on the type of capital investment. Some growth theories place large emphasis on increasing domestic savings and other theories in FPCI. Domestic savings provide the necessary funds to finance investment. It is this investment which creates further growth. However, it depends on how efficient the investment is. If savings is too high it leads to lower growth because people cannot afford to consume.

Moreover, according to Wilhelms (1994), existing literature on the causes, determinants and effects of foreign capital flow suggest three main theories: the dependency theory which comprises of neo- Marxist and structuralism theories. Also modernization theory which included both perfect and imperfect market approaches. The third is integrative school of thought as presented by eclectic PFCF paradigm, negotiation theory and integrative theory. However, this proposed study regards the first two theories of dependency and modernization. The link between these theories to explain PFCF flow, are analyzed in the following discussion.

2.3.3	Dependency Theory
The dependency theory focuses on the consequences of foreign private capital flow in developing countries. The Marxist theory ascertain that developing countries are exploited as they engage in international trade in the form of deteriorating exchange rates and in expatriation of profits by Multinational Corporations. Similarly, the structuralism view is based on the core-periphery relationship which leads to the exploitation of the periphery by the core through the extraction of resources form the former. Hence, these dependency theories suggest that developing countries escape from their underdeveloped state by retreating from international investment and trade and rather concentrate on regional trade blocs. 

However, these theories do not influence trade policies in most developing countries because DCs impose and implement many policies which aim at increasing foreign investments (Saruni, 2006; Mahiti, 2012; Rutaihwa and Simwela, 2012; Senkuku and Gharleghi, 2015). This is because DCs lack sufficient savings to undertake sufficient investment (Osinubi, 2010). The savings gap is then filled by external sources of capital. It is therefore, not possible for developing nations to retreat from international investment without harming themselves (Mahiti, 2012). However, the proposed study will analyse the effect of both FPCI and gross fixed capital formation on GDP growth.

2.3.4	Modernization Theory
Modernization theory holds that there is natural order that the developing countries should follow to higher development. These steps entail industrialization, liberalization and the opening up of the economy (Abala, 2014). Theories of the modernization view foreign investment as the pre-requisite for economic growth and development. In line with the recommended steps to a higher order development state, it is necessary that the economies be freed from market distortions that are brought about by state interventions. It also recommends that the economy be opened up for foreign investment and international trade. It then concur that when that situation maintained, foreign investment fulfils its critical role of contributing to economic growth and development (Rose and Mwega, 2016; Kinuthia 2010). 

2.4	Empirical Literature Review
2.4.1	Foreign Capital inflow and Economic Growth
Most of the earlier studies examined the direct impact of capital inflows or aid on developing countries’ growth in the context of neoclassical framework, with growth in capital and labour inputs explaining output. However, they disaggregated domestic and imported capital and other variables that aim to capture other aspects of developing-country performance, especially those that are indicative of efficiency in resource allocation. They also disaggregated the foreign inflows into its components to assess the most influential flows.

Mutasa (2008) attributed the empirical analysis of the macro-economic impact of foreign private capital inflows in Tanzania. His study focused on the impact of private capital inflows on the real effective exchange rate and domestic private investment in Tanzania for the period 1970-2013. Mutasa (2008) employed the Engle –Granger cointegration and error-correction procedures to estimate the real effective exchange rate and private investment models for Tanzania for the given period. His empirical findings showed that a foreign private capital inflow proxied by FDI does not influence domestic private investment in the long run.It is shown that long run private investment determinants include, public investment, credit to the private sector, real economic growth and inflation.
Papanek (1973) disaggregated foreign capital inflows into three principal components: foreign aid, foreign private investment and all other foreign inflows. He used cross section data of 34 countries in the 1950s and 51 countries in the 1960s. He found that all three flows (foreign aid, foreign private investment and all other foreign inflows) had statistically significant positive impact on growth, and the effect of foreign aid on economic growth was stronger than other factors. In addition to these variables, he also considered the rate of exports, the level of education, and the size of manufacturing sector, but the effects found were not significant. 

Balassa (1978) showed in the context of simple growth model that labour inputs (L), foreign capital inflows (Kf), and capital formation from domestic savings (Kd) were positively related to output growth (Y), using pooled data of ten countries for the period 1960-1973. However, the effects of foreign capital inflows on output growth were smaller as compared to domestic capital. Shabbir and Azher, (1992) employed a two-equation simultaneous model for economic growth and savings ratio (National savings as a ratio of GNP) using annual series data for Pakistan for the period 1959-60 to 1987-88. The model was estimated by the TSLS method. Their results showed that foreign private investment exerted a significant positive effect on economic growth measured by GNP growth rate when total disbursements were excluded. 

However, this positive impact became insignificant when total foreign disbursements were excluded. The impact of foreign private investment on national savings turned out to be negative and significant in both cases, i.e with or without foreign disbursements. They also found that disbursement of grants, external loans, savings ratio and exports of goods and services as a ratio of GNP had a positive impact on the growth rate but the estimated coefficients were statistically insignificant.

2.4.2	Determinants of Foreign Private Capital Flow
These are factors that determine foreign capital inflows into a given geographical region, or country. They provide investors with the confidence needed to invest in foreign markets. There are vast numbers of determinants and its list may be very long, but not all determinants are equally imperative to all investors in every location at all times. Several determinants may be more important to a given investor in a given location at a given time than to another investor (UNCTAD, World Investment report, 1998). These include policy framework for foreign private capital flow and economic determinants. 

The policy framework includes economic, political and social stability; rules other regulating entry and operations of foreign investments; standard of treatment of foreign affiliates; policies on functioning and structure of the market; international agreement on foreign investment and capital flows; privatization policy; trade policy; (tariffs and non- tariff barriers) and coherence of foreign investment and trade policy; and tax policy. On the other hand, economic determinants include business facilitation; investment promotion, investment incentive; hassle costs related to corruption and administrative inefficiency; social amenities such as quality of life and after investment services (Kinaro, 2006; UNCTAD, 2005) lists the principal economic determinants in the host countries. 

Therefore, the two determinants match types of foreign investment by MNCs motives. Usually, a market-seeking MNCs, it looks for criteria concerning market size and per capital income; market growth; access to regional and world markets; country specific consumer preferences and; structure of the markets. In contrary, MNC which motive is resource/asset seeking, the focus would turn on raw materials, low cost unskilled labour as well as skilled labour, technological, innovative and other created assets and physical infrastructure such as roads, ports, telecommunications and power (Mahiti, 2012).

Accordingly, Ngowi (2000) and Holland et al. (2000) stipulated that foreign capital inflows to a country depend largely on the presence in that country, of a certain critical minimum of foreign investment determinants. The determinants are among the factors that give MNCs the confidence and interest to invest massive and expensive capital in foreign markets. Among the FDI determinants that MNCs look for are the presence of economic, political and social stability; and rules regulating entry and operations of business (Opolet et al., 2008: Faeth, 2009 and Ngowi, 2001). Others are standards of treatment of the foreign affiliates; business facilitation, investment incentives; market size, growth, structure and accessibility; raw materials, low cost but efficient labour force and physical infrastructure in form of ports, roads, power and telecommunication (Ajayi, 2007; Mwega and Rose, 2007 and Todd et al., 2005). 

2.4.3	Importance of Foreign Investment
Foreign investment has emerged as the most important source of external resource flows to developing countries over the 1990s (Kumar and Pardhan 2001 and Yasin 2005) and it has been a very influential instrument in economic development for both developed and developing countries by enabling these countries to build up physical capital, create employment opportunities, develop productive capacity, exports and increased pace of transfer of and help integrate the domestic economy with the global economy (Girma et al, 2005, and Kneller et, al 2004). Dozens of studies on this topic suggest that foreign investment can play a significant role in generating export supply to enable countries expand their international trade (Gorg and Strobl, 2001 and UNCTAD, 2005). 

Usually, foreign firms, particularly MNCs have by now established production, distribution and marketing networks and hence are more likely to engage in export oriented activities than local firms. Hence it is due to this reasons that DCs today are seeking to attract foreign investment (Rutaihwa and Simwela, 2012). With this view, it appears that most countries have recognized the importance of foreign investment inflows for their economic growth, poverty alleviation and development in general (UNCTAD, 2005). Hence, there have been increasing efforts made by many countries to attract new investments from oversea (Saruni, 2006). Tanzania like other DCs has opened up her economy and encourages foreign investment inflows (ESRF, 2002; Tanzania Investment Report, 2012).

Several studies have been conducted on the empirical relationship between FDI’s and economic growth. Some of these studies have shown that FDIs positively influence economic growth in the host countries. This section starts by reviewing a study conducted by Bengos and Sanchez- Robles (2003) which estimated the relationship between FDI and economic growth using panel data for eighteen Latin American countries over period 1970- 1999. They show that FDI had positive significant impact on economic growth. However, they also found that the host country requires adequate human capital, political and economic stability and liberalized market environment so as to gain from long-term FDI inflows. Using panel data for 25 Central and Eastern European and former soviet transition economies, Campos and Kinoshita (2003) examined the effects of FDI on growth for the period 1990- 1998. Their main results indicated that FDI has a significant positive effect on economic growth of each country. 

In addition to that, Ledyaeva and Linden (2006) determined the FDI impact on per capital growth in 74 Russian regions during period of 1996-2003. Their framework related real per capital growth rate to initial levels of state variables, such as the stock of physical capital and the stock of human capital, and control variables viewed as important factors in the Russian economy’s regional development in the analyzed period. Their results imply that in general FDI (or related investment components) do not contribute significant to economic growth in Russia in the analyzed period. However some evidence of positive aggregate FDI effects in higher - income regions are relevant. 

However, FDI seems not to play any significant role in the recent growth convergence process among Russian regions. Also, Mohey-ud-din (2006) studied the impact of foreign capital flows on economic growth in Pakistan from 1975 to 2004 using GDP as the dependent variable and net inflow of FDI and ODA (Official Development Assistance and Official Aid) as the independent variable. Co-efficient of 61.4 for FDI and 22.7 for ODA showed a high positive impact of foreign capital inflows on the GDP growth in Pakistan during the period of 1975 – 2004.
In Africa, foreign private investment has been found to enhance economic growth although it crowds out domestic investment. Focusing on the factors that explain growth in developing countries, Blomstrom et al (1994) found that foreign direct investments exerts a positive effect on economic growth but that there seems to be a threshold level of income above which FDI has positive effect on economic growth and below which it does not. Moreover, Ayanwale (2007) investigating the empirical relationship between non-extractive FDI and economic growth in Nigeria using annual time series and ordinary least squares technique found the relationship between FDI and economic growth to be positive but not significant. 

On the other hand, Kumar and Pradhan (2002) analyze the relationship between FDI, growth and domestic investment for a sample of 107 developing countries for the 1980 – 1999 periods. Their model uses flow of output as the dependent variable and domestic and foreign owned capital stock, labour, human skills capital stock and total factor productivity as their independent variables. Their results show that panel data estimations in a production function framework suggests a positive effect of FDI on growth and although FDI appears to crowd – out domestic investments in net terms, in general, some countries have had favourable effect of FDI on domestic investments in net term suggesting a role for host country policies. 

Khondker et al., (2012) conducted an empirical study on the exchange rate and economic growth in Bangladesh. This paper aims to understand the effects of exchange rate changes on economic growth in Bangladesh. It makes use of a Keynesian analytical framework to derive an empirical specification, carefully constructs a real exchange rate series, and employs co-integration techniques to determine the output response to taka depreciations. The results show that in the long run a 10 per cent depreciation of the real exchange rate is associated with a 3.2 per cent rise in aggregate output. 

A contractionary effect is however observed in the short-run so that the same magnitude of real depreciation would result in about half a per cent decline in GDP. As well, Gyapong and Karikari (1999) examined causal relationships between foreign direct investment (FDI) and economic performance in two sub-Saharan African countries (Ghana and Ivory Coast), from the 1960s to 1980. Using correlation, causality, stationarity and co-integration tests, their results show that the impact of higher economic performance on FDI depends crucially on the strategy of the investment. Specifically, in Ivory Coast, a superior economic performance enhanced the inflow of export- oriented FDI; but in Ghana, where FDI took the form of market – development in response to an import- substitution strategy, the effect is ambiguous.

In his study Nyamruda (2012) analysed the stochastic trends of the exchange rate and the net FD inflows into Tanzania. The results suggest a significant long-run relationship between the exchange rate of Tanzanian shilling, which is on the list of weak currencies in the World, and the net FDI inflow. The study employed the Augmented Dickey Fuller test (ADF), vector error correction model (VECM) and the Johansen’s co-integration test to measure the time series properties of the two variables. To conclude, this study suggests LDC’s to include the level of the exchange rate on the settings of the policies that will attract more FDI to flow in their market. 
Furthermore, Irandoust and Ericsson (2005) investigated the foreign aid, domestic saving, and economic growth relationships for a panel of African countries including Tanzania over the period 1965 -2000. Using unit root and co-integration tests, the results revealed that the variables contain a panel unit root and they co-integrated in a panel perspective. The findings show that foreign aid and domestic saving enhance economic growth for all countries in the sample. 

Similarly, Bomani (2013) examined FDI and exports roles in promoting economic growth in Tanzania. This study examined long run and causality relationships between FDI, exports and economic growth for Tanzania. The study used time series data for 30 years (1980 – 2010) which were obtained from TIC and UNCTAD. By using Johansen test of co-integration, Vector Auto regression model and Granger causality test the study found that there was a single co-integrating vector. The equation was relating FDI and exports (as independent variables) to Economic growth, the dependent variable. 

Furthermore, there was unidirectional causality relationship with the direction from FDI and exports to GDP growth rate (economic growth). There was also a unidirectional causality with the direction from FDI to exports. Therefore, FDI Granger caused GDP growth rate and exports, while exports Granger caused GDP growth rate only. This further implied that, FDI have a direct and indirect causality to GDP growth rate. This observation necessitated the special consideration for making FDI working for growth. Likewise, for total exports which had positive and significant relationship to economic growth. The findings in this study support the export-led growth hypothesis and FDI as the engine for economic growth. For export and FDI to effectively promote growth, the study recommends that policy frameworks and incentive packages should be competitive and vigorous enough.


















This chapter describes the methodology used in this study. Section 3.2 discusses the theoretical framework and the development of the model used in the study. Model specification follows in Section 3.3. Section 3.4 describes the choice of variables. Section 3.5 presents the estimation technique employed in this study. Section 3.6 discusses the types of data used respectively.

3.2	Theoretical Framework
This study follows a theoretical model that predicts a positive impact of Private Capital Inflows (PCI) on economic growth basing on the basic framework of the endogenous growth models. PCI is assumed to play a critical role in determining the endogenous long run growth rate via technological spill over. Theoretical model originates from the model used by Obwona, (2001) to analyse the determinants of FDI and their impact on Economic growth in Uganda. The model equation is stated as follows: 
  ………...…  (1)
Where: GY = Annual growth rate of real GDP,
FDI = Foreign Direct Investment,
GDS = Gross domestic savings as proportion of GDP,
OCF= other capital inflows,  
EXGR= Rate of growth of real exports,
AID= Net current transfers to government plus official long-term borrowing,
μ = Disturbance term.
The empirical results proved that FDI has positive impact on GDP growth in Uganda. Since Uganda and Tanzania experience the same environment in attracting Foreign Direct Investment (FDI), this study adapted the same model in order to analyse the effect of Private Capital Inflows on the economic growth.

3.3	Model Specification
Equation (1) forms the basic model for regression estimation. Thus from equation (1) the estimated equation is: 
 .................................... (2)
Where: 
GDP = GDP per capita (in Current USD) used as a proxy for economic growth
FPCI = Private Capital Inflow (% of GDP)
INV = Growth rate of Gross Fixed Capital Formation used as a proxy for domestic investment (% of GDP)
EXPORT= Growth rate of net exports (% of GDP).
EXR = Exchange rate 
Where α0, α1, α2, α3, α4 = Co-efficient
μ = Error term.
For normalization purpose, Equation (2) is transformed in logarithmic form. In linear form, the study estimates the following equation:
.......................... (3)
Where LGDP is the log of economic growth, LFPCI is the log of Private capital Inflows, LINV is the log of domestic investments, LEXP is the log of export and LEXR is the log of Exchange rate
3.4	Choice of Variables
The share of net Private capital inflows to GDP  is used as a proxy for Private Capital Inflow in this study. The study also uses the share of Gross Capital Formation to GDP   as a proxy for domestic investment. Also, the study uses the share of total export of goods and services to GDP  as a proxy for export. Moreover, the study uses Official exchange rate (TZS per US$, period average) as a proxy for exchange rate. Finally, the real GDP per capita is used as a proxy for economic growth.





In order to assess the behavior of individual variables, the study conducted the descriptive analysis of each variable. The study also assessed the trend, distribution and correlation among variables. Trend and distribution of data influence estimated results.

3.5.2	Unit Root Tests
In order to avoid estimating spurious correlation between variables in a regression, the time series properties of the data set were examined first. Stationarity is a key concept used in econometric theory for time series data.  Most time series show an increasing or decreasing tendency over time. Any association between series depicting specific inclinations may turn out to have considerable results with high R2, but may not be authentic. Stationary check is adopted through Dickey Fuller and Augmented Dickey Fuller test to avoid all these problems of the spurious regression results. A series which is stationary after being differenced once is said to be integrated of order 1 and is denoted by I (1). In general, a series that is stationary after being differenced n times is integrated of order n, denoted by I (n). A series which is stationary without differencing is said to be I (0).

3.5.3	Lag Length Selection Criteria
In order to ensure that residuals are approximately white noise, the study selected the optimal lag length (p) through the use of different information criteria, which are; The Final Prediction Error (FPE) criterion, Akaike Information Criterion (AIC), Schwarz’s Bayesian Information Criterion (SBIC) and the Hannan-Quinn Information Criterion (HQIC). The decision rule to select the lag length is the one which is selected by the criterion that is consistent and have desirable small sample properties. The consistent criteria are SBIC and HQIC.
3.5.4	Cointegration Analysis
In econometric terms, two or more-time series variables integrated of order one, I (1), are co-integrated if their linear combination is stationary. Co-integration analysis attempts to determine whether there is a long-run relationship between dependent and independent variables. This procedure is important because of the following reasons: to know the plausibility of estimating error correction model (ECM), which incorporates long run information lost by differencing the variables; and to know the speed of adjustments from disequilibrium. Therefore, this study carried out a cointegration test so as to examine the long-run equilibrium relationship between variables. The study applied the Johansen Maximum likelihood estimation procedure to test for cointegration of each variable. In order to identify the direction of causality between dependent and independent variables the study uses simple pair-wise Granger causality tests.

3.5.5	Error Correction Model
Error correction term, which is obtained by regressing dependent variable on independent variables and then we produce residual series from the estimated ordinary square. Error correction term, measures the speed of adjustment of the dependent variable as the independent variable(s) changes. If the variables are co-integrated, then an error correction model is used to estimate a single logarithm line with single equation error correction model (ECM) by ordinary least squares (OLS) method. The choice of this technique is due to its convenience and it has been used successfully in other studies in Tanzania, for instance, Mushi (1998) and Bashagi (2003). Other diagnostic tools of analysis like the R-squared, statistical tests for significance (T and F tests) and Durbin Watson test will be used to interpret the results. 

3.6	The Data Type and Source
This study used secondary data (time series), for the period 1990-2015, that are collected from different sources (International and Local ones). These include World Bank Data Base, Bank of Tanzania (BOT) and National Bureau of Statistics (NBS). 













In this chapter the empirical finding of the model are presented. The study analyses the impact of Foreign Private Capital Inflow on the Economic growth in Tanzania. The study uses GDP per capita as a proxy for economic growth. This chapter consists two sections. Section 4.1 presents reliability tests which include Basic Descriptive statistics, correlation analysis and Stationarity Test.  Section 4.2 presents the results of the co-integration tests and Section 5.3 presents Estimation Results.

4.2	Data Reliability
This sub section explores the properties of each variable by descriptive statistics and correlation between the variables.

4.2.1	Basic Descriptive Statistics
Before conducting further data analysis, it is crucial to understand the properties of each variable by generating descriptive statistics of annual time series Quantitative secondary data for the period 1990 to 2015 inclusive were used. Table 4.1 presents the descriptive statistics of the variables included in the model.









Table 4.1 shows the study has used 26 observations; Private Capital Inflow (PCI) has large standard deviation among all the variables, which suggests that LFPCI is highly volatile as compared to other variables. The results show that all variables start from positive except LFPCI. The Skewness and Kurtosis test for normality is also applied to the data to test the normality of each variable. The data shows that all variables are normally distributed. Furthermore, graphical sketch of each of the variables over time is made so as to informally identify the presence of any trending behavior in the variables in question over time. 


   (a) LDGP                                                                   (b) LEXP

(c)LEXR               					(d) LINV                                                                                                                                                            

(e) LFPCI
Figure 4.1: Trend of Variables
Figure 4.1 shows the trend of variables over time; Figure 4.1(a) shows the trend of economic growth. Figure 4.1(b) shows trend of export. Figure 4.1 (c) shows the trend of exchange rate. Figure 4.1(d) shows the trend of domestic investment while figure 4.1 (e) shows the trend of foreign private capital inflows. The variables show a stochastic process. Some variables such as exchange rate it today’s value is generally with yesterday’s value plus a parameter hence random walk.  More interesting all variables show an upward trend over time. This means that the variables increase over time

4.2.2	Correlation Analysis
Correlation analysis among the variables shows the strength and direction of relationship among the two variables. It can be used as an indicator for testing the presence of multi-collinearity among the variables. A negative sign implies inverse relationship whereas a positive sign means a positive relationship. Table 4.2 presents the correlation matrix of the variables









Source: Study findings, (2016)

Table 4.2 show that all variables are positively correlated with each other except the correlation between Gross Domestic Capital Formation and Foreign Private Capital inflows. The highest correlation is found to exist between Economic growth LGDP) and Exchange rate (LEXR) while the lowest correlation is found to exist between gross domestic capital formation (LINV) and Foreign Private Capital Inflows (FPCI). This shows that economic growth is highly correlated with exchange rate than other variables. The positive correlation refers to a positive relationship among the variable while the negative correlation may refer to an inverse relationship between the two or more variables.

4.2.3	Stationarity Test
This study uses Augmented Dickey-Fuller Test to investigate the null hypothesis that all variables have unit roots, against the alternative hypothesis that there is no unit root, in the level of variables as well as the first difference. The Augmented Dickey – Fuller (ADF) unit root test is carried out in this study. The unit root test is conducted under accessible practice to corroborate the stationarity of data series. This step was very vital since, if non- stationary variables are not accepted and used in the model, it will lead to a hindrance of spurious regression, whereby the results propose that there are statistically significant relationships linking the variables in the regression model, when in fact all that is evidenced is simultaneous correlation rather than consequential causal relationship.

The Augmented Dickey – Fuller (ADF) unit root test was used and the test results are presented Table 4.3.
Table 4.3: ADF Unit Root Test Results
Level	First Difference	Order of Integration







* 1 and 5 percent level of significance

Table 4.3 shows the results for the test of stationarity for the natural log GDP per capita, LEXP, LEXR, LINV and LFPCI at level form and First difference. The study failed to reject the null hypothesis of non-stationarity at level form. The results for stationarity tests at 1st difference level were conducted and all variables became stationary after differencing. However LEXR and became stationary at first difference after including a drift. This suggests that this variable is a random walk with drift. Thus, the study concludes that the variables under investigation are integrated of order one, that is to say I (1) Figure 4.2 presents the trend of variables after first difference. Figure 4.2 show that all variables are moving in the same direction.

Figure 4.2: Trends of Variables after First Differencing

4.3 Co-Integration Tests
Theoretically, it is expected that a regression involving non-stationary time series may produce spurious results. Co-integration tests prove that the combination of stationary and non-stationary variables has a long-term relationship. In this study the Johansen Test for Co-integration and the ADF Unit root test on the residuals were used.

4.3.1	Lag Selection Criteria
Before conducting co- integration tests, the optimal lag length in the VAR Models is determined so as to have Gaussian error terms that do not suffer from non-normality, autocorrelation and heteroscedasticity. The results for the lag selection criterion are presented in Table 4.4.

Table 4.4: Lag Selection Criteria

*Indicates lag order selected by the criterion

Since the interest of the study is on the correct VAR model (examining the relationship between the variables) it is advised to select the criterion which is consistent such that it is the desirable sampling techniques. Table 4.4 shows that all criteria suggest the optimum lag to be 3. Therefore, this study used lag 3 as suggested by LR, FPE, AIC, HQIC and SBIC.
4.3.2	Johansen Co-Integration Test
The co-integrating equation is a linear combination and may be described as a long run equilibrium relationship involving variables. The core objective is to ascertain the most stationary linear grouping of the time series variables under consideration. Consequently, Johansen (1988) co-integration technique has been employed for the investigation of stable long run relationships linking real GDP and Net export, Gross domestic capital formation, Real exchange rate, and Foreign Private Capital inflow to economic growth in Tanzania by using both the Trace and Maximum – Eigen tests statistics.The Johansen Co-integration test is used to measure the existence of long run relationship among the variables. This study applies both   trace statistics and maximum Eigen value method. The results are shown in Table 4.5.                
                  
Table 4.5: Trace Statistics and Maximum Eigenvalue

Table 4.5 indicates that the null hypotheses of Zero co-integrating equation is rejected by both Trace Statistics and maximum Eigen value at the 5% level of significance. According to trace statistic test, the results indicate the existence of four co-integrations among variables. 

Thus, the Johansen co-integration test suggests that there is a long run relationship between Economic growth and Export, Exchange rate, Gross fixed capital formation and Foreign Private Capital Inflows. Table 4.5; show that there is a long run equilibrium relationship between economic growth and the dependent variables. The study conducted further test to prove the existence. The results from Engle and Granger test confirm the long run relationship dependent variable and independent variables when the drift term is included in the regression.

Table 4.6: Unit Root Test for the Residuals


Table 4.6 proves that there is a long run equilibrium relationship between economic growth and the variables included in the model. Therefore, this proves that there is more than one cointegration among the variables. 





Table 4.7 shows that Durbin- Watson statistic is greater than R2. Generally, if R2is greater than DW the model is suffering from spurious results. This model provides the consistent results since there is no problem of spurious regression.

4.4	Estimation Results
This section provides the results of granger causality test, post estimation Diagnostic Test Results and Error Correction Model Results.

4.4.1	Granger Causality Tests
Co-integration implies the existence of Granger causality, but it does not indicate the direction of the causality relationship.  In order to identify the direction of causality between dependent and independent variables the study uses simple pair-wise Granger causality tests. Table 4.11 presents the results of granger causality test.
Table 4.8: Granger Causality Test

Table 4.8 shows that there is bidirectional causality between Economic growth and all variables included in the model when used jointly. Table 4.8 show that economic growth granger cause all independent variables. The results show that all variables granger cause export. In another hand only GDP granger cause exchange rate while all variables jointly granger cause exchange rate. The results show that all variables granger cause LINV. Also the results show that there is causality running from LGDP, LEXR and LINV to LFPCI. 

4.4.2	Different Test and Results
In order to make sure that the results obtained in this study can be used for forecasting or policy purpose, the study conducted some diagnostic tests. The first test carried out is the normality test. This test if the disturbance is normally distributed. The results show that the null hypothesis of normality is not rejected for Jarque-Bera, Skewness and Kurtosis test (Appendix B.1).

The test for residual autocorrelation is then conducted using Lagrange Multiplier (LM) test for autocorrelation. This test helps to identify any relationship that may exist between the current values of the regression residuals and any of its lagged values. The null hypothesis is that there are no autocorrelation at lag order.  The results show that at the 5 percent significance level, we cannot reject the null hypothesis (Appendix B.2).

Test for heteroscedasticity was conducted and the results show that the model does not suffer from heteroscedasticity since the null hypothesis of constant variance is not rejected (Appendix B.3). Another test conducted is Eigen value stability test. The results show that all the eigen values lie inside the unit circle. Hence the VAR satisfies the stability test (Appendix C).

4.4.3	Error Correction Model Results
The Error Correction Model consists of two parts: the long-run equilibrium relationship results and short-run equilibrium relationship results .The long-run results are provided by the error correction coefficients whereas the short-run results are provided by the short run equilibrium coefficients. Since the objectives of the study to analyse the direction and significance of the effect of foreign private capital inflow, GFCF, net export and real exchange rateon GDP growth in the Tanzanian economy, the study reports the ECM results for natural logarithm of GDP per capita regressed on   domestic investment (LINV), Export (LEXP), Exchange Rate (LEXR), and Foreign private capital inflows (LFPCI). 

The Results from Economic Growth (LGDP) equation.










Table 4.9 shows that, the long run coefficient of LEXR is negative and statistically significant at one percent level. This means that a 1 percent increase in the LEXR will cause the economic growth to decline in the long run by about 1.4 percent. This result suggests that Exchange rate affects economic growth in Tanzania. 

The coefficient for Private capital inflows (LFPCI) is found to have a statistically significant positive relationship with economic growth. This result is proves the economic theories that capital inflows has positive and statistically significant impact on Economic growth. A percentage increase in foreign private capital inflow will cause economic growth to increase by 0.3 percent in the long run. Likewise, the coefficient of export is positive and statistically significant. These results reveal that export is very important sector in promoting economic growth in Tanzania. The results show that a one percent increases in export earning raises the economic growth by 1.2 percent.

The coefficient of domestic investment is negative and statistically significant. These results prove that gross fixed capital formation affect the economic growth regardless of the negative sign. The negative sign may be due to low levels of private investments in Tanzania. This reveals that only small part of domestic saving is used for domestic investments. Economic theories prove that in the long run saving is equal to investments.

The short run dynamic results for the economic growth (LGDP) equation are provided under the ECM as shown in Table 4.10.



















No. of obs      =        23                                                         R-sq =      0.7188                                                                AIC                   = -12.53026                                                  Chi2  =          28.12098       HQIC               = -11.73562                                                  P>Chi2  =     0.0053SBIC               = -9.370628                                                    RMSE =      .084853 

Table 4.10 shows that overall the model is significant at 1 percent level. Also, the model has good for fit as indicated by the coefficients of determination (R- squared). The variables in the model explain the economic growth by about 72 percent. The coefficient of error correction term for the model is negative as expected. Although it is not statistically significant this means that, there is a reasonable adjustment towards the long run steady state. This guarantees that although the actual economic growth (LGDP) may temporarily deviate from its long run equilibrium value, it would gradually converge to its equilibrium. The error correction Model of -0.0687 shows that about 7 percent of the deviation of the actual economic growth from its equilibrium value is eliminated every year, therefore, the full adjustment would require a period of less than fifteen (15) years.

As it can be seen from table 4.10 all coefficients of Export, gross fixed capital formation, exchange rate and foreign private capital inflows are statistically insignificant. This means that these variables do not affect economic growth in Tanzania in the short run. This suggests that the contribution of export on economic growth in the short run is positive although it is statistically insignificant. The contribution of both LINV and FPCI on Economic growth in the short run is negative but statistically insignificant. The reason for insignificance effect of these variables may be due to the econometric method that is applied in this study. The result may also change depending on the number of lags included in regression.

4.4.4	The Results of the Joint Test of Significance
This tests whether the lagged values of the independent variables can jointly cause the dependent variable in the short run. This test is of the same nature as the granger causality test in a VAR model. The null hypothesis that independent variables do not granger cause the dependent variable is rejected. This means that the past values of independent variables can be used to explain to explain the dependent variable.

The results from the joint test of significance show that, there is short run causality running from independent variables to explanatory variables.

4.5	Summary and Conclusion










5.0 CONCLUSION AND POLICY IMPLICATIONS
5.1 Summary and Conclusion
This study has analyzed the impact of foreign private capital inflows on economic growth in Tanzania for the period from 1990 to 2015. The motivation for carrying out this study comes from the fact that Tanzania is now one of the leading countries in Africa that attracts massive inflows of foreign private capital (FDI, Portfolio investments and other investments) each year.  Most studies have been focused only on the impact of FDI on the economic growth. FPCI is an inclusive term. Therefore, the study aimed at investigating different channels whereby foreign capital inflows affects economic growth in Tanzania.

The unit root test was performed using Augmented Dickey Fuller test. The test revealed that both variables integrated of order one. The test for co-integration was conducted using the Johansen Maximum Likelihood method. Both the trace and maximum eigen value statistics revealed the presence of more than one co-integration among the variables. Therefore, the study proceeded into estimating the ECM. The post-estimation results revealed that the model was correctly specified. 

The study found out those foreign private capital inflows affects economic positively both directly and indirectly through increase in export. The direct effect of LFPI on economic growth in Tanzania is robust only in the long run, whereas, it is statistically insignificant in the short run. The positive effect of export on economic growth in the long run may imply that Foreign Private Capital inflow has a positive impact on the growth rate and export in Tanzania. Therefore, this proves the hypothesis that export and capital inflows affect economic growth positively. However, the study found out that FPCI outsmarts domestic investment in Tanzania both in the long run and short run. Therefore, the study rejects the hypothesis that gross fixed capital formation influences the GDP growth in Tanzania positively. 
 
The study also found out the negative relationship between exchange rate and economic growth. The results revealed that an increase in exchange rate leads to a decline in economic growth. These findings suggest that the value of Tanzania shillings against USD has been declining over a period of time. In another hand the findings prove that currency has not stabilized although there is a massive capital inflow. Therefore, the finding rejects the null hypothesis that exchange rate and economic growth performance have positive relationship.

5.2 Policy Implications
The findings of this study have important policy implications to Tanzanian economy. Private Capital Inflows is found to affect economic growth positively in the long run. This is why the government has undertaking massive promotion campaigns so as to attract foreign investors to invest in the country. Regardless of these initiatives which have undertaken the government needs to concentrate on solving the existing challenges that the investors face in the country. Some of these challenges are poor infrastructure and unreliable power supply. One way of going about this is through the Public Private Partnership (PPP) legislation whose objective is to attract public private partnership projects for instance infrastructure projects. 
The government is also recommended to review investment policy so as to allow the transfer of skills and technology to be one of the prerequisite for an investment project to be established in Tanzania. Also, the government should think on best ways of allocating government expenditure on human capital so as to create labour force which will increase domestic savings hence domestic investment. The study proved that FPCI affects export which in turn affects the economic growth in the long run. Therefore, this calls a need for export promotion strategies. One of the strategies is to facilitate export of final products from agricultural sector. This also should involve exportation of final products made of minerals rather than focusing on export of raw gold, Tanzanite and other minerals.

Based on the above, it can be deduced that though the experience of other developing countries give contradicting reports on the effect of Private Capital inflows, the Tanzanian case is a bit different in Private Capital inflow has a positive significant effect on GDP growth rate of Tanzania. By implication issues on Private Capital inflow should not be ignored in policy decisions aimed at promoting the economic development of Tanzanian. Consequently, steps to attract more foreign Private investment should be taken by Tanzanian government as one of the ways of boosting the Tanzanian economy.
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APPENDIXB: Post Estimation Diagnostic Test Results
B.1: Test for residual normality








B.2 Test for residual Autocorrelation
HO: No autocorrelation at lag order

B.3 Test for Heteroscedasticity
Breusch-Pagan / Cook-Weisberg test for heteroskedasticity
Ho: Constant Variance
Variables: fitted values of residuals
chi2(1)      =     0.06




APPENDIX C: Eigen value stability Test




